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The American education system is often criticized as 
being inferior to those of many other countries. In our pri­
mary and secondary schools, we are said to lack rigor in 
teaching math and language skills. Yet eight of the ten high­
est rated universities in the world are located in this country 
and foreign students flock to our shores to obtain higher 
education. We have the best doctoral programs in the world.
Many countries teach by the “rote”, or memorization 
method. This generally enables students to perform very 
well on standardized tests. Unfortunately, it also squelches 
creativity at an early age, which is mandatory for doctoral 
studies.
I have visited many schools in Europe and what I noticed 
most was their lack of flexibility. There is no room in their 
systems for “late bloomers.” At a very early age, children are 
segregated into either vocational or university tracks. 
Although higher education is generally free, it is only 
available to the academically gifted who are motivated to 
work hard from childhood. I couldn’t help but wonder how 
many of us would have been excluded from ever entering an 
exciting and challenging career such as accounting.
I didn’t decide until I was “thirtysomething” what I wanted 
to be when I grew up. At “fortysomething”, I’m starting to 
explore other options. By the time that I am
“fiftysomething”, I think that I would like to be either a best­
selling novelist or a lottery winner. (A friend told me that 
those were fantasies rather than goals.) The point is that I 
did not establish my career plans and goals during child­
hood and I believe that I am more the norm than the 
exception in this country.
Many of my students are women well into their thirties 
(some in their forties) who have decided to return to the 
work force after rearing children. I teach at an urban univer­
sity where the average of our students is 27. They bring a 
richness and cultural diversity to the classroom that would 
be lacking with only traditionally aged students. Our busi­
nesses have begun to recognize that mature graduates have 
much to offer clients and customers. In other countries, 
alternative career options are closed at a very early age.
It’s true that we need to continually work to improve our 
education system, but we have a sound structure that allows 
us to grow and explore our potential at any age. For that, we 
can be grateful.
Joint Annual Meeting
The 1991 Joint Annual Meeting is scheduled for September 12-14, 1991 
at the Westin Hotel on Chicago’s Mag­
nificent Mile. The Meeting has been de­
signed to help you take a strategic view of 
the rapidly changing business environ­
ment and seize the opportunities of the 
future.
Featured speakers include:
• Edward D. Barlow, Jr., of Barlow 
Associates, Inc. and nationally known 
futurist;
• Cheryl Wilson, Partner in Charge of 
Coopers & Lybrand’s Emerging Busi­
ness Services in Chicago and Chairman 
of Strategic Planning Committee of the 
Illinois CPA Society;
• Sam Vitkowski, National Director of 
Recruiting for BDO Seidman and 
Chairman of the AICPA Committee 
on the Upward Mobility of Women in 
the Accounting Profession; and
• Marilyn Moats Kennedy, acclaimed au­
thor and consultant on career strategies.
Technical sessions include a program 
at the Chicago Board of Trade on the 




session for sole practitioners and a host 
of other presentations showcasing future 
accounting and management issues. In 
all, you will be able to earn up to 20 hours 
of CPE and have an excellent opportunity 
to meet other women professionals, com­
pare notes, generate ideas and exchange 
solutions.
The city of Chicago is a major attrac­
tion in itself and offers a wide range of 
activities for you and your family. A 
Welcome to Chicago reception is sched­
uled for Wednesday evening, September 
11, but we hope you will plan to arrive 
earlier. The Hospitality Committee will 
be in full swing starting Sunday, Septem­
ber 8, to offer information on tours, 
restaurants and city sites as well as 
activities for your spouse, children and 
guests.
Registration brochures with more in­
formation on the Annual Meeting, in­
cluding the availability of child care and 
a roommate matching service, will be 
mailed in July. But Focus on the Future 
now —mark your calendar and plan to 
join us in Chicago in September.
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By Donald W. Hicks, Ph.D., CPA, Visiting Professor of Accounting, Christopher Newport College 
and Rita P Hull, Ph.D., CPA, CIA, Professor of Accounting, School of Business, Virginia 
Commonwealth University
Language mirrors the way society thinks. 
Until fairly recently, accounting was 
considered to be primarily a 
masculine profession.
English, like all languages in frequent use, is continually 
evolving. Words and expressions that were acceptable and 
understandable in the past may become unacceptable or 
obsolete in the present. By the same token, our present 
language will not be the same language in the future. 
Because words are a primary means of communication, 
they serve many purposes. Words are also a power 
source, and, in that regard, frequently evoke an emotional 
response. Thus, some words and word usages might be 
acceptable to one group and 
unacceptable to another.
In 1961, Webster’s Third 
International Dictionary 
introduced some words into 
ordinary usage that were so 
offensive to such a large 
segment of the population that 
the American Heritage
Dictionary was created as an alternate authority. This 
anecdote is used to illustrate the fact that change in 
language usage and the corresponding acceptance of the 
change in language usage do not necessarily come about 
easily and can vary depending upon the emotional re­
sponse elicited from some words or expressions.
Language mirrors the way society thinks. Until fairly 
recently, accounting was considered to be primarily a 
masculine profession. Bookkeeping, on the other hand, 
was traditionally the domain of women. It was routine to 
see accountants referred to as “he” and bookkeepers as 
“she”. This sex-role stereotyping was not challenged 
because, until the late 1960’s and early 1970’s, it tended to 
correspond to the actual situation.
By the end of the 1970’s, however, the influx of women 
into the paid-labor force was so great that the Wall Street 
Journal featured a major, eight-part series on the “working 
woman” as the most significant change in American life 
since the Industrial Revolution (1978). As a result of the 
feminist movement in the 1960’s and 1970’s, today’s 
accountant is as likely to be a “she” as a “he” and a 
bookkeeper is as likely to be a “he” as a “she.”
Despite these changes, women still have not achieved 
parity in the upper level positions. Some argue this 
disparity may be explained by the theory that women have 
not been in the profession in 
significant numbers long 
enough to progress to the top 
(the so-called pipeline 
theory); others believe at 
least part of the problem may 
be due to gender-biased 
attitudes (Lehman, 1988).
The Role of Language in 
Gender-Biased Attitudes
Sexist language is one of the primary ways in which 
sexism is reinforced and perpetuated in our society 
(Straincamps, 1971). Language socializes people into 
perceptions and attitudes. By excluding, subordinating, or 
stereotyping women, language influences the way people 
perceive and evaluate women and, in turn, results in 
discriminatory attitudes.
Sex role definitions in our language, such as feminine or 
masculine, used to describe “appropriate” behavior for 
women and men can have a negative impact upon mem­
bers of either sex who do not measure up to the linguistic 
standard. The case of Hopkins v. Price Waterhouse is a 
good example of this.
In 1982 Ann Hopkins, a senior manager with Price
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Waterhouse, was denied partnership 
in spite of the fact that she had 
helped generate $34-44 million in 
firm business and had more billable 
hours during the prior than any of 
the other 87 male candidates.
Although her technical qualifications 
were not in doubt, Hopkins was 
advised to take a “course at charm 
school” to learn to look and act more 
feminine so as to improve her 
chances of making partner the 
following year (Lacayo, 1988). A few 
months later, she was advised that 
the partners had decided not to 
reconsider her for partner in the 
following year.
In 1984, Hopkins resigned from 
the firm and filed suit alleging that 
Price Waterhouse was guilty of 
sexual discrimination under Title VII 
of the 1964 Civil Rights Act. In 1990, 
after years of litigation, a federal 
district judge ordered Price 
Waterhouse to grant a partnership to 
Hopkins as a remedy for discrimina­
tion based on negative sexual 
stereotypes.
Recognizing the role of 
language in enacting and 
transmitting gender-biased 
perceptions, the AICPA
Special Committee Report 
on the Upward Mobility 




The Myth of Generics - 
Some Evidence
As early as 1913, Parsons (1913), 
in discussing the link between 
sexism and language, observed that 
a linguistic double-standard exists 
which assumes the “superiority of 
man.”
A number of recent studies on the 
role of language in gender percep­
tions, e.g., (Bem and Bem, 1973; 
Dayhoff, 1983; Fiske, 1985; Harrison, 
1975; Kuiper, 1988 and Martyna, 
1978) provide convincing evidence 
that the male-specific “generics” do 
to really function as generics. The 
use of male referents, such as “he” 
and “mankind” when referring to 
both sexes, tend to be interpreted by 
readers and listeners as male only 
rather than male and female. Thus, 
the use of “he,” “his,” “man,” or 
“man”-linked words (e.g., “mankind”) 
tend to make women invisible in the 
English language.
Recognizing the role of language 
in enacting and transmitting gender- 
biased perceptions, the AICPA 
Special Committee Report on the 
Upward Mobility of Women (1988) 
recommends the elimination of male­
specific language:
Employers should review and 
update their organization’s written 
materials to ensure that no sexist or 
gender references exist that might 
have a negative impact on female 
employees. Inappropriate use of 
gender references is discouraging 
and demotivating to female staff 
members (p. 4).
Basis of Current Study
Since the AICPA’s Committee 
recommends that accounting litera­
ture maintain gender neutrality, this 
study was undertaken to determine 
the status of gender-biased language 
in accounting literature. Since words 
are a form of power, the use of male 
nouns and pronouns to represent 
humans in published literature may 
be perceived as an obstacle to the 
upward mobility of women accoun­
tants.
Methodology
There are many forms of account­
ing and business literature such as 
books, journals, professional pro­
nouncements and financial reports. 
The current study examines only 
academic and non-academic journals. 
Academic journals are written 
primarily by and for academicians 
and tend to focus on research 
methodology. Nonacademic journals 
are more practice oriented and 
suggest methods of application. 
Articles in the nonacademic journals 
are written and read by both practi­
tioners and academics.
For purposes of this study two 
random samples, one from academic 
journals and one from nonacademic 
journals, were drawn. The two 
samples were randomly selected 
from the populations prepared by 
Milne and Vent (1987) in which they 
listed seventy nonacademic and 
thirty-six academic journals in which 
accountants publish. Milne and Vent 
based their classification of journals 
upon Cabell’s Directory of Published 
Opportunities in Business and 
Economics (1985) and The Author’s 
Guide to Accounting and Financial 
Reporting Publication (Vargo and 
Agudelo, 1986).
Five journals were randomly 
selected from each of the two 
categories. Additionally, because of 
the wide degree of familiarity among 
accountants with these two journals, 
The Accounting Review and the 
Journal of Accountancy were added to 
the academic and nonacademic 
samples respectively. This resulted in 
a total selection of twelve journals. 
Thus, 24 professional and 24 aca­
demic articles were selected for 
content analysis.
Since words are a form of 
power, the use of male 
nouns and pronouns to 
represent humans in 
published literature may be 
perceived as an obstacle to 
the upward mobility of 
women accountants.
Content Analysis for Sexist 
Language
The investigation focused on two 
related questions. The first was to 
determine the extent, if any, of sexist 
language in accounting and business 
journals. The second concern was to 
evaluate the two categories of 
publications (academic v. 
nonacademic) to determine if they 
differ in the frequency of gender 
discriminatory terminology.
Sexist language can be classified 
into two general categories. The first 
assigns roles or attributes based on 
gender in a manner that tends to 
create or reinforce sex stereotypes; 
the second category tends to exclude 
women, thus causing them to be 
invisible. Using “Guidelines for 
Nonsexist Use of Language” (APA, 
1975) as a standard, a comprehensive
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TABLE 1
Number of Instances of Sexist Language Found per Article 




#1 #2 #3 #4 Total
Accounting Historians Journal 27 2 1 0 30
American Economic Review 8 0 0 0 8
The Accounting Review 6 1 0 0 7
The Journal of Retailing 6 0 0 0 6
Journal of Business Finance & Accounting 2 1 1 0 4







#1 #2 #3 #4 Total
Taxation for Lawyers 41 6 2 0 49
The Journal for Accountancy 28 0 0 0 28
Best’s Review 25 2 1 0 28
The Internal Auditor 5 1 0 0 6
Datamation 4 0 0 0 4
The Certified Accountant 1 1 1 0 3
118
content analysis of the 48 articles was 
performed to determine the extent of 
gender biased language. The follow­
ing three examples, taken from the 
APA Guidelines, were used in the 
current study to identify sexist 
language.
• Personal Pronouns. The use of 
the personal pronoun when the sex 
of the antecedent is unknown. 
Example: "The accountant discussed 
the matter with his client.”
• Man or Man-linked nouns. The 
use of nouns such as “man” or 
“mankind” when referring to hu­
mans. Example: “No man should 
enter into accounting with a knowl­
edge of regulating accounts.”
• Inaccurate terms. The use of 
stereotypes. Examples: “The sales­
man left a message.” “The chairman 
called the meeting to order.”
Discussion of Results
Table 1 summarizes the results of 
the content analysis. The journals are 
listed in descending order according 
to the number of instances of sexist 
language found per journal; the 
articles with the most violations are 
listed in Column #1. As shown in 
Table 1, 173 instances of sexist 
language were found in 23 of the 48 
articles (48%). Of the 12 academic 
and nonacademic journals examined, 
only one academic journal was found 
to be free of discriminatory language.
Table 1 reports the results when 
the academic and professional 
journals are classified separately. As 
indicated in the table, 10 of the 
articles in academic journals (42%) 
and 13 of the articles in professional 
journals (54%) were found to include 
at least one form of sexist language. 
This difference is not statistically 
significant at an alpha level of .10. 
That is, using a chi square statistical 
test, it was determined that differ­
ences in the use of sexist language 
between the tow classifications of 
journals can be attributed to chance.
In one reference guide (Spitz, 
Braden and Ludlow, 1986), the 
Journal of the Academy of Marketing 
Science and the Journal of Retailing, 
are classified as both academic and 
professional. For this reason, two 
alternate tests, one of which elimi­
nated these journals from both the 
academic and nonacademic samples, 
and one of which included these two 
journals in both samples, were 
performed. The results remained 
unchanged; that is, no statistically 
significant differences were observed 
between academic and nonacademic 
journals using alternative classifica­
tion schemes.
... content analysis 
revealed that references 
to women tended to be 
strikingly absent in 
most of the articles.
Additional Observations
There were a significant number of 
personal pronouns used when the 
sex of the referenced person was 
known. Since this usage is not 
considered sexist, these pronouns 
were not counted as sexist language 
in the current study. Nonetheless, it 
seems worthy of mention that the 
content analysis revealed that 
references to women tended to be 
strikingly absent in most of the 
articles. Unfortunately, by referenc­
ing top management by gender, the 
majority gender receives a far greater 
number of references. This may give 
readers the unintended impression 
that people of the majority gender 
have more opportunities.
A few articles contained a gender 
factor being reported upon, much 
like the current study. When gender 
was a variable being studied, gender­
specific terms used in that context 
were not counted as sexist language. 
As an example of this type of usage, 
one article referred to “families 
headed by a woman” as a group 
being evaluated. This classification 
was not clearly nonsexist since there 
was neither a parallel grouping of 
“families headed by a man”, nor a 
grouping of “families with both a 
woman and a man as head.” Never­
theless, this type of gender reference 
was not classified as sexist language 
in this study.
Sexist language, when used in 
quotes, was not counted either 
although some may argue that, 
unless it was accompanied by a “sic” 
(denoting that the author was 
quoting verbatum and was not 
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responsible for the error), it should 
have been counted.
Implications
What have we learned? First, 
accounting and business articles are 
not fee from sex-biased language. 
According to the criteria established 
by the APA, 48% of the articles 
examined in this study used sexist 
language. These are published 
articles, not conversation. If pub­
lished articles contain this level of 
sexist language, one can only wonder 
about the severity of the occurrence 
in oral communication where there is 
very little opportunity to correct 
unintended discriminatory language.
Furthermore, all published articles 
are subjected to different types and 
degrees of reviews: first by the 
author, by refereed reviewers in 
many cases, and at least by one 
editor. A 48% occurrence rate sug­
gests that authors, reviewers, and 
editors may be unaware of the 
negative real-world consequences of 
sexist language and, therefore, 
unconcerned about the importance 
of eliminating sexist language in the 
review process. This observation is 
supported by another study that 
surveyed journal editors. (Hull & 
Hicks, 1990).
As shown in Table 1, five of the six 
academic journals included at least 
one article containing sexist lan­
guage. In the nonacademic journals, 
every journal published at least one 
article with sexist language. Based 
on the nonacademic journals exam­
ined, there is no evidence that the 
editorial review process is concerned 
with eliminating language that is 
prejudicial to women. In the aca­
demic environment, however, it is 
possible that the review process in 
some journals may include guide­
lines concerning the improper use of 
sexist terms.
Conclusions
The results indicate that sexist 
language continues to be used in 
both academic and nonacademic 
journals despite the editorial review 
process. While an occasional oral 
reference may be excusable as 
accidental, the written word has 
ample opportunity to be purged of 
discriminatory language.
The use of degenderized terminol­
ogy has become widely accepted in 
recent years. In addition to the 
American Psychology Association, a 
number of other organizations such 
as the National Council of Teachers 
and the International Association of 
Business Communicators have 
adopted guidelines for nonsexist 
language. Many publishing firms 
require authors to write in nonsexist 
language. For example, Harcourt 
Brace Jovanovich (1981, p. 24) warns 
authors to “avoid use of the generic 
he, his, or him... (because) it has the 
effect of excluding females.”
A 48% occurrence rate 
suggests that authors, 
reviewers, and editors may 
be unaware of the negative 
real-world consequences of 
sexist language and, 
therefore, unconcerned 
about the importance of 
eliminating sexist language 
in the review process.
The authors strongly believe that 
editors should be made aware of the 
damaging effects of sexist language. 
By accepting a paper for publication, 
editors overtly exhibit approval of the 
author’s writing style. Because 
inappropriate use of gender refer­
ences may limit aspirations and 
impede acceptance and progress of 
women within the profession, editors 
of accounting and business literature 
should serve as role models by 
adopting guidelines for eliminating 
sexist language.
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By Carl R. Borgia, Ph.D., CPA
To encourage the inclusion of reports in 
quarterly filings, ASR No. 274 exempts 
the independent accountant from 
liability for reports filed on unaudited 
interim financial information.
The Security and Exchange Commission (SEC) is now 
considering expansion of its requirements for indepen­
dent accountant involvement with the interim financial 
information of registrants. Considerations include require­
ments for the timely review by the independent accoun­
tant of financial data included in all interim filings, reports 
on these reviews, and the elimination of the auditor’s 
exemption from liability for these reports.
The National Commission 
on Fraudulent Financial 
Reporting (the Treadway 
Commission) was an impor­
tant catalyst in the SEC’s 
decision to consider this 
expanded involvement. The 
Treadway Commission 
recommended that the SEC 
“require independent public 
accountants to review quar­
terly financial data of all public companies before release 
to the public.” This recommendation differs from the 
SEC’s proposals in two ways. First, the Treadway Com­
mission recommended the timely review of “quarterly” 
financial data. The SEC is proposing the timely review of 
financial information in all “interim” filings. Second, the 
Treadway Commission asked that the review occur before 
the release of financial data to the public. The SEC is 
proposing that the review be required before the filing of 
interim data. Despite these differences, the Treadway 
Commission provided the opportunity and the impetus for 
the SEC to expand its requirements.
Present Requirements
The SEC did not require any type of interim reporting 
until 1955. In that year, as a result of pressure exerted by 
the Financial Analysts Federation, the SEC adopted a 
requirement that all registrants publish semiannual 
income statements on Form 9-K. By 1975, the filing of 
quarterly financial information was mandated. Indepen­
dent accountant involvement with this information was not 
required initially, but by 1975 the SEC issued Accounting 
Series Release (ASR) No. 177 requiring that certain 
registrants include quarterly and other interim financial 
information in an unaudited footnote to their annual 
financial statements.
Today ASR No. 177 
requirements are found in 
Item 302 (a) of Regulation S- 
K. Quarterly financial data, 
therefore, is now disclosed in 
the annual reports filed with 
the SEC and sent to security 
holders and not in a footnote 
to the accompanying financial 
statements themselves. To 
encourage the inclusion of 
reports in quarterly filings, ASR No. 274 exempts the 
independent accountant from liability for reports filed on 
unaudited interim financial information.
The scope of Item 302 (a) requirements extends to 
registrants that meet two tests. The first test found in 
paragraph (a) 5 (i) is the more complicated one. It is 
performed to identify those registrants that are most 
widely traded. The second test found in paragraph (a) 5 
(ii) is simpler and identifies the largest registrants, those 
that (a) had net income after taxes but before extraordi­
nary items and the cumulative effect of a change in 
accounting principle, of at least $250,000 for each of the 
last three fiscal years; or (b) had total assets of at least 
$200,000,000 for the last fiscal year-end.
Registrants who meet the above two test must disclose, 
along with their annual filings, supplementary interim 
information for each full quarter falling within the two 
most recent fiscal years. The same type of supplementary
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information must also be provided for 
any subsequent interim period for 
which financial statements are 
included or are required to be 
included. Disclosure includes: net 
sales, gross profit, income (loss) 
before extraordinary items and 
cumulative effect of a change in 
accounting principle, per share data 
based upon such income (loss), and 
net income (loss). Also required is 
the description and reconciliation of 
adjustments to quarterly information 
previously reported on Form 10-Q for 
any of the quarters included in the 
annual reports.
Benefits of Involvement
The SEC and the Treadway 
Commission support independent 
accountant involvement with interim 
financial information because of its 
potential to provide the user with 
relevant, reliable information for 
decision making. Among the specific 
benefits expected are:
1. Improved quality of the interim 
reporting system. The independent 
accountant has vast experience in 
accounting and analyzing financial 
data. This invaluable experience 
would enhance the system as a whole 
by helping to solve general problems 
of interim reporting.
2. Improved quality of individual in­
terim reports. The quality of individ­
ual interim reports would improve as 
independent accountants became in­
volved with interim financial report­
ing. Needed adjustments would pro­
bably be discovered earlier. There 
would be less need for revising quar­
terly data at year-end. Abuses and 
deficiencies would be found sooner. 
And, management and independent 
accountants would be able to prompt­
ly focus attention on problem areas 
and develop better audit programs 
and corporate control systems.
3. Improved efficiency of audit pro­
grams and internal control. Annual 
auditing procedures such as the test­
ing of internal controls and analytical 
reviews of financial reports would 
occur throughout the year. Auditor 
efficiency would increase because of 
earlier adjustments and the construc­
tion of better audit programs. Man­
agement efficiency would increase as 
well because of the development of 
better internal control systems.
4. Maintaining public confidence. Not 
implementing timely independent 
reviews could result in a loss of 
public confidence in corporate 
management and in the financial 
reporting system. This is a cost the 
private enterprise system cannot 
bear. Independent accountant 
involvement with interim data, 
therefore, would help maintain public 
confidence in the economic system.
To date, only weak evidence of 
such benefits has been shown to 
exist. Studies have failed to prove 
that independent quarterly reviews 
(1) discourage income smoothing 
across quarterly periods during a 
year, (2) improve predictive ability, or 
(3) discourage fourth quarter 
adjustments. One study has shown 
that the timely review of quarterly 
data reduces the number of errors. 
This evidence is weak, however, 
because of the small sample involved 
in the study.
Under the SEC's proposal 
for increased independent 
accountant involvement 
with interim financial 
information, all registrants 
would be required to have 
timely reviews of interim 
data before filing and, 
therefore, this problem 
would be resolved.
Concerns
The SEC’s latest proposal on 
independent accountant involvement 
with interim financial information 
brings up a number of important 
concerns that registrants and their 
auditors need to be aware of: 
1. Delay in the release of data. A 
requirement for timely review of 
interim financial statements might 
delay the release of earnings num­
bers to the public. Presently, reviews 
can be performed in a timely or 
retrospective manner and are only 
required for the largest registrants. 
Would the profession be able to 
perform reviews for every traded 
company in a timely fashion?
2. Reliance on reports. If the SEC 
were to require the inclusion of an 
independent accountant’s report on 
review procedures with interim fil­
ings, would users place a higher level 
of reliance on the report than the 
underlying procedures warrant? This 
concern would exist even if the report 
included an explanation of the proced­
ures and scope of the review because 
recent studies show that investors 
have difficulty distinguishing between 
different levels of association.
3. Liability and audit costs. The SEC 
is questioning the need to continue 
the exemption from liability offered 
the independent accountant for 
review reports included with quar­
terly filings. This exemption was 
originally conceived as an “encour­
agement" to include review reports 
with Form 10-Q filings. The SEC 
would not need incentives once 
reports were mandatory. If this 
exemption were abolished, would 
litigation risk increase? If so, what 
effect would this added risk have on 
insurance premiums, review proce­
dures necessary to perform the 
review, and the annual accounting 
fees to registrants?
4. Guidance on performing timely 
reviews. Statement on Auditing Stan­
dards No. 36 presently constitutes 
official guidance for independent 
accountants performing financial 
reviews. A question exists as to 
whether this statement provides the 
independent accountant with suffi­
cient guidance for performing timely 
reviews of interim financial informa­
tion. If additional procedures are 
needed, what ar they, what should 
they entail, and what would they cost? 
5. Change of auditor. Incremental 
costs may be incurred by registrants 
that change auditors. Knowledge of a 
client’s financial reporting practices 
and system of internal control is an 
important factor in the performance 
of an interim review. This knowledge 
would be difficult to gain if an 
independent accountant had not 
performed the previous annual audit. 
Can an accountant that did not 
perform the last annual audit gain 
adequate knowledge about a client in 
order to perform a timely interim 
review? What is the cost of establish­
ing adequate knowledge? And, is 
there a need for specific guidance in 
such circumstances?
Related Issues
A number of other issues are 
related to the SEC’s proposed 
requirements and are important to 
any consideration of change. For 
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example, presently the SEC’s ability 
to check for compliance on Item 302 
(a) is weak because of the very 
complicated trading test that a 
registrant must meet before being 
required to comply. Under the SEC’s 
proposal for increased independent 
accountant involvement with interim 
financial information, all registrants 
would be required to have timely 
reviews of interim data before filing 
and, therefore, this problem would 
be resolved.
Also, some evidence exists regard­
ing the cost of implementing the new 
requirements. In 1988, the sponsor­
ing organizations of the Treadway 
Commission sent a survey to over 
8,500 public companies to gain 
insights into the reaction of busi­
nesses to the Commission’s recom­
mendations. This survey revealed 
that a majority of the smallest com­
panies - those with under 100 em­
ployees - had timely reviews of the 
financial data included in their quar­
terly filings. This finding indicates 
that the cost may be nominal if the 
SEC instituted the timely review and 
reporting of interim financial infor­
mation but retained an exemption for 
independent accountant liability.
Finally, the American Institute of 
CPA’s Future Issues Committee has 
indicated in an issues paper that 
users of financial information are 
turning to other sources, such as 
data bases, to provide them with 
relevant information concerning their 
investments. This issues paper 
suggests that accountants consider 
the option of providing real-time 
financial statements to users. The 
scenario would undoubtedly include 
providing continuous auditing 
procedures to assure statements are 
presented in accordance with 
generally accepted accounting 
principles. In this light, the SEC’s 
proposal is but one step in the right 
direction of finding ways of providing 
timely, relevant information.
Conclusion
The benefits of increased indepen­
dent accountant involvement with 
interim financial information is 
difficult to quantify. The same is true 
of all benefits. Considering the 
increased interest in relevant finan­
cial information, however, the 
accounting profession should explore 
ways of providing it. The alternative 
is that users will continue to find 
other sources of information on 
which they can rely the timely 
involvement of the independent 
accountant with interim SEC filings is 
but one step toward providing users 
with the information they need. A 
broader more challenging objective 
is to provide on-line, real-time 
financial statements which are 
continuously audited. This objective 
is more reasonable everyday. Tech­
nology is quickly changing; and 
information gathering, processing, 
controlling, and testing are con­
stantly improving and becoming 
cheaper and faster.
Reliable, relevant information 
should be the objective of all account­
ants, and the profession should be 
involved in developing and imple­
menting changes such as those being 
suggested by the SEC to assure that 
the best information reaches users.
Carl R. Borgia, CPA, Ph.D., is an 
Assistant Professor of Accounting at 
Florida Atlantic University - Broward and 
Palm Beach Campuses. Dr. Borgia is a 
member of the Florida Institute of Certified 
Public Accountant’s Committee on 
Accounting Principles and Auditing 
Standards.
♦ A natural extension of your education and background
♦ Reasonable investment
♦ Exciting potential
Comprehensive’s proven system is the result of 25 years in nationwide franchising in four areas of solid 
support: marketing, production systems, software systems and practice management. Training, equipment, 
software and marketing support are provided. Applicants should have a net worth of $100,000 with $40,000 
liquid.
Write or call today:
1-800-323-9000
BUSINESS SERVICES, INC
1925 Palomar Oaks Way, Attn: WCPA, Suite 105, 
Carlsbad, California 92008
10/The Woman CPA, Summer 1991
Start Your OwnPractice!
COMPREHENSIVE® makes it happen. Prime territories are available for qualified accountants to own a 
Comprehensive franchise offering accounting services to the dynamic, small and medium-size business 
marketplace. This segment of accounting services is today a growing $30 billion dollar market.
Present Value of 
Future Work: 
Is It Zero?
By Phyllis L. Thomas and Sarah C. Dawkins
What is the effect of using present value on reported 
warranty expense? A Discussion Memorandum, “Present 
Value-Based Measurements in Accounting,” issued by the 
FASB on December 7, 1990, proposes the use of present 
value accounting for warranties as well as for the valuation of 
other assets and liabilities. The use of present value requires 
more work by the accountant for little benefit.
The example set forth in the discussion memorandum will 
be explained and an additional example, incorporating a 
different flow of actual warranty expense, will be examined 
to discern the effect of the use of present value on reported 
warranty expense. The examination of these examples will 
be followed by a discussion of practical implementation 
considerations should the FASB establish this requirement as 
GAAP
Discussion Memorandum Example
A company has estimated warranty expense and their 
associated cost/cash flow as presented in Table 1. The 
assumed interest rate is 10%. In the first situation, no change 











The present value of the flow of cost estimated by the 
company discounted at 10% is $9,486.85. Interest must be 
computed on the balance of the estimated warranty liability 
each year. The effect on the income statement of the use of 
present value will change the reported amount of the 
warranty expense in year 1 and result in the reporting of 
interest expense in years 1-3. A comparison of the reported 
amounts as determined under current practice and the 







1 $11,700 $9,486.85 $948.68 $10,435.53
2 773.55 773.55
3 490.92 490.92
$11,700 $9,486.85 $2,213.15 $11,700.00
The effect on a company’s financial statements has been 
simplified by looking at the effect of warranty expense 
resulting from the sales in only one year. If sales and 
associated warranty expenses are relatively constant, the 
reported total expense on the income statement will be 
unchanged. The use of present value will result only in a 
change in the name of the expense, i.e., warranty expense or 
warranty expense and interest expense. The total expense 
reported on the income statement in year one using present 
value is 89% of the amount reported under current GAAP 
Since warranty expenses are small enough that many 
companies are not reporting them as a line item, is this 
difference material?
The example is extended to incorporate an actual increase 
of $1,000 to the labor cost in year 3. If the company does not 
include this change in the estimated liability at the time of 
sale, under both current practice and present value, the 
increase will result in a reported warranty expense of $1,000 
in year 3. Table 3 shows the comparison of reported ex­







1 $11,700 $9,486.85 $948.68 $10,435.53
2 773.55 773.55
3 1,000 1,000.00 490.92 1,490.92
$12,700 $10,486.85 $2,213.15 $12,700.00
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Current New
Year Practice Warranty Interest Total
Table 4
1 $12,700 $10,238.16 $1,023.81 $11,261.97
2 856.19 856.19
3 581.84 581.84







1 $11,700 $9,977 $997.70 $10,974.70
2 512.47 512.47
3 212.83 212.83
$11,700 $9,977 $1,723.00 $11,700.00
It should be noted that the present value and the yearly 
interest reported have not changed from those used in Table 
2. The company’s non-inclusion of the actual increase in the 
estimated liability will effect only the expense reported in 
year 3, under GAAP and the present value method. Reported 
expense associated with the warranty under the present 
value method is again 89% of the expense that is currently 
reported under GAAP.
If the resulting increase is due to labor negotiations that 
were scheduled for year 3, some accountants would include 
an estimate of the increase in labor charges in their esti­
mated warranty liability accrued in year 1. The inclusion of 
the increase in labor would change the present value of the 
estimated warranty expense to $10,238.16. The assumed flow 
of expense under the warranty would be $2,700, $3,600 and 
$6,400 in years 1-3, respectively. Table 4 presents the 
amounts to be reported on the income statement under 
current GAAP and the present value approach.
The $1,000 estimated increase in labor resulting from the 
future negotiation of the labor contact is included in the 
warranty expense under GAAP and in the computation of the 
present value figures. The reported amount of interest plus 
warranty expense is 89% of the amount that would be 
reported under GAAP
expense associated with the warranty under both methods is 
a similar amount. When the flow of the actual expenses is 
larger in early years, then the total expense in year one 
under the present value method will be closer to the amount 
currently reported under GAAP In this example, the present 
value amount is 94% of the GAAP amount.
Tables 7 and 8 parallel Tables 3 and 4 with the inclusion of 
an increase in labor cost in year 3 of $1,000. The reported 
amount of expense under the two methods is again similar. 
In both situations, the expense calculated under the present 








1 $11,700 $9,977 $997.70 $10,974.70
2 512.47 512.47
3 $1,000 $1,000 212.83 1,212.83

















1 $12,700 $10,728.00 $1,072.80 $11,800.80
2 595.08 595.08
3 304.12 304.12
$12,700 $10,728.00 $1,972.00 $12,700.00
Example with Reduced Coverage Under 
Warranty
The example discussed in the discussion memorandum 
and earlier in this paper includes cost associated with 
warranties that increase over the warranty. Since some 
warranties provide decreasing coverage as the age of the 
product increases, companies may experience decreasing 
warranty cost over the warranty period. The example below 
will include the same total cost under the warranty as the 
previous example, but the timing of the flows will be as listed 
in Table 5.
If the company accrues expenses associated with the 
warranty as listed in Table 5, the present value of these 
expenses at 10% will be $9,977.08. Table 6 presents the 
warranty related expenses for years 1-3 under both GAAP 
and the present value approach. As before, the reported total
Additional Accounting Considerations
The examples presented earlier indicate small differences 
in the reported amount of warranty expense between the 
current GAAP requirements and the proposed present value 
method of calculating warranty expense. If the FASB 
requires the implementation of the procedure set forth in the 
discussion memorandum, companies with warranties must 
prepare additional schedules to meet these requirements.
Traditional accounting for warranties required that 
companies estimate 1) the number of claims under the 
warranty offered with the product, and 2) the cost associated 
with each claim. The inclusion of present value into warranty 
accounting will require additional consideration of 1) the 
timing of the claims by the customer and 2) the proper 
interest rate to be used in the calculation of the warranty
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expense. The cumulative effect of this 
change in accounting procedure must 
be calculated in the year of implemen­
tation. Additionally, information must 
be maintained to track the actual 
claims under warranty related to the 
year of sale, to assist in the future 
estimation of warranty expense.
Auditors also may require information 
related to the reliability of the esti­
mated timing of the claims.
Currently, warranty expenses must 
be small for many companies, since 
the amount of warranty expense is 
seldom reported as a line item. In the 
examples presented, only 11% or less 
of the expense is reported in years 
other than the year of sale, as is done 
under current GAAP requirements. If 
the total amount of expense under 
warranties is immaterial, will there be 
a real benefit in reporting this amount 
in different years under two types of 
expenses, i.e., warranty and interest? 
What is the cost-benefit?
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Certified Management Accountants. She is 
an Associate Professor of Accounting at 
Middle Tennessee State University.
Sarah C. Dawkins, Ph.D., CPA, is a 
member of the American Accounting 
Association and the Tennessee Society of 
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Professor of Accounting at Middle 
Tennessee State University.
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Expert Systems for 
Audit Planning: 
Strategies for Local 
Accounting Firms
By Mark W. Lehman, John C. Malley and Judith Cassidy
In its 1987 report, “Artificial Intelligence and Expert 
Systems,” the AICPA identified audit planning as a 
potential application of expert systems. The use of expert 
systems by auditors is a relatively new phenomenon, and 
only a small number are being used currently to provide 
professional services to audit clients. One system is the 
ASQ developed by Arthur Young (now Ernst & Young). 
However, the ASQ system required more than 50,000 
hours of development over a three-year period. Such an 
expenditure of financial resources may be possible only 
for large national accounting firms. Few, if any, local 
accounting firms possess similar resources.
One obvious option for local firms, with audit staffs of 
20 to 200 professionals, is to ignore the new technology. 
This strategy may be appropriate since the cost effective­
ness of expert systems in auditing is yet to be demon­
strated. However, if expert systems are ultimately proven 
to provide their reported benefits, a laissez-faire strategy 
may place local firms at a competitive disadvantage to 
national firms.
Alternately, local firms can begin the process of learn­
ing about expert systems. This article examines the 
benefits and costs which a local firm may experience in 
creating an expert system to assist with audit planning 
and proposes a strategy which will enable local firms to 
optimize their use of expert systems.
Matching the Task with the Technology
Expert systems are an exciting new computer technol­
ogy. Yet, it is inappropriate to assume blindly that an 
expert system is the appropriate technology for every 
task. For expert systems to be effective, the nature of the 
task must match the technology. For example, an expert 
system cannot effectively prepare a staff evaluation 
because it cannot anticipate the multitude of situations 
which may impact a staff’s performance. The decision 
maker is required to use judgment and insight in an 
“unstructured” decision.
The nature and complexity of a task should determine 
which form of decision aid will provide the user with the 
most cost-effective decision support system [Liang, 1988, 
Abdolmohammadi, 19871. Repetitive, “structured” tasks 
which require the user to apply professional judgment 
(in contrast to mathematical models such as break even 
analyses) are best suited for expert systems.
Varied tasks are involved in audit planning, from 
determining sample sizes to assessing the impact of 
federal regulation. Many tasks are unique to a single 
client, and are performed only once a year. Therefore, 
although some audit planning tasks may be appropriate 
for expert systems, a blanket application of expert sys­
tems in the audit planning process appears inadvisable. 
For those tasks which potentially can be automated with 
expert systems, the remainder of this article addresses 
how the reported benefits and costs relate to local ac­
counting firms.
Benefits of Expert Systems
An effective expert system should enable the auditor to 
make better audit planning decisions. By improving the 
auditor’s selection of detailed audit procedures, the firm 
could obtain two significant cost savings:
• Eliminate the time required to perform audit proce­
dures which provide no significant audit evidence. The 
firm can use the cost savings to increase profits or to 
reduce audit fees, thereby enhancing the firm’s com­
petitive position.
• Reduce litigation costs resulting from ineffective audit 
procedures. The cost of defending audit opinions has 
risen significantly in recent years. Since the auditor’s 
work has far-reaching financial consequences, an 
expert system may improve the quality of those deci­
sions and reduce the potential for expensive mistakes. 
Whether these costs savings justify the expense of 
developing an expert system depends on the extent of the 
reported benefits of expert systems to local firms and
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their audit planning process. The 
benefits listed in Table 1 (on page 17) 
are typically associated with expert 
systems. For each reported benefit, 
the table identifies the authors’ 
assessment of the impact on local 
accounting firms.
Factors such as staff size, client 
profile, and billing rates distinguish 
local firms from national firms. These 
same factors usually minimize the 
benefits of expert systems for local 
firms, not necessarily to their 
disadvantage. For example, a national 
accounting firm may benefit from an 
expert system which provides 
assurance that audits are planned in 
each office with similar materiality 
and audit risk decisions. Local firms 
rarely experience the problem of 
inconsistent audit planning since the 
firms’ partners have immediate 
contact with the audit staff and are 
involved in every audit.
Finally, accounting firms should 
not expect expert systems to reduce 
the time required to plan audit 
engagements. Current technology 
only permits the creation of col­
league expert systems1 which pro­
vide auditors with a second opinion 
to confirm the audit plan developed 
through professional judgment.
In conclusion, some of the tasks 
involved in audit planning may be 
automated using expert systems. 
However, as impressive and innova­
tive as the technology of expert 
systems may appear, the benefits to 
local firms may not justify the cost.
Estimating Expert 
System Costs
The cost of creating an expert 
system can be significant and 
extremely difficult to estimate. 
Accountants should not be influenced 
by promises of functional expert 
systems for $2,000. Significant 
financial resources are required to 
create expert systems. Arthur Young 
admitted the 50,000 hours required 
to create its ASQ system is only the 
tip of the iceberg [Perry, 1987]. 
Before a local firm considers creating 
an expert system, the following costs 
should be considered:
Software
The rule-based expert system shell 
programs available for personal 
computers are relatively inexpensive, 
starting at $250.
Programming
Whether created by an outside 
consultant or within the organization, 
a substantial amount of programming 
time will be required to develop the 
system. Experienced system design­
ers cite average costs of $500-$ 1,000 
per rule. Small expert systems which 
operate on a personal computer can 
range from 500 to 2,000 rules 
[Davidson and Chung, 1987]. Thus, 
the implied cost of these small expert 
systems ranges from $25,000 to 
$200,000.
Human Expert
The knowledge used to create the 
expert system’s rules must be 
obtained from a human expert within 
the firm. This process is generally 
considered the most difficult task in 
creating an expert system, and 
acquiring the knowledge from 
human experts is a significant cost. 
Several experts argue that expert 
systems can easily cost in excess of 
$1 million. The time required for the 
expert to validate the completed 
system must also be considered.
Maintenance
The complex tasks most adaptable 
to expert systems rarely have 
answers which are forever valid. An 
expert system must be evaluated 
continually to assure that the rules 
reflect the current logic used by the 
human expert. Knowledge may 
change as the expert gains additional 
expertise, new accounting pro­
nouncements are issued, govern­
ment regulations are changed, and so 
forth. The cost of maintaining an 
expert system can be formidable. 
Any computer programmer can attest 
to the difficulty of modifying existing 
computer programs.
Over-Reliance
Inexperienced audit staff may have 
a tendency to follow blindly the 
decisions of the expert system 
without understanding the logic used 
to make the decision [Liang, 1988]. 
As a result, audit staff may never 
develop the ability to exercise 
professional judgment, jeopardizing 
the future profitability of the firm. 
Although this cost is abstract and 
futuristic, it has the potential for 
undermining the long-term effective­
ness of the firm.
Alternatives to 
Expert Systems
Are expert systems a solution 
looking for a problem or a solution to 
a previously unsolved problem? 
Consider, for example, the expert 
system’s ability to retain the exper­
tise of the human expert. Accounting 
literature has rarefy recognized 
expertise retention as a significant 
problem. Thus, it is unlikely that 
expert systems can provide a cost- 
effective solution since a serious 
problem is not perceived to exist.
Bauer and Griffiths [1987] pose 
several questions which should be 
considered before a firm embarks on 
creating an expert system to solve a 
problem.
1. How often is the expert consulted 
and what is the average consulta­
tion time? If there is not a signifi­
cant demand for the expert’s time, 
an expert system is not appropri­
ate.
2. Is it possible to hire another expert 
or create experts through train­
ing? What are the costs of these 
options? A firm may be able to 
admit another partner or hire 
temporary consultants at a cost 
lower than creating and maintain­
ing an expert system.
3. Are there other methods of 
capturing the knowledge of critical 
or departing employees? For 
example, could videotaped inter­
views capture much of the exper­
tise of the firm’s human expert 
and be the basis for training staff? 
Alternative forms of decision aids, 
such as flowcharts and audio 
tapes, may be as effective as 
expert systems at significantly less 
cost.
4. If an expert system is not available, 
how often will the human expert 
be called upon to teach others?
Unless the firm is forced to reject 
engagements because the human 
expert is overextended, the 
expert’s time dedicated to staff 
training is an irrelevant cost.
Developing an Expert 
System Strategy
Even if expert systems are not 
currently a cost-effective decision aid 
for local firms in audit planning, the 
potential of the technology for other 
applications should not be ignored. A 
working knowledge of expert 
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systems is required now so the firm’s 
strategy can be reevaluated as the 
technology advances.
The local firm should organize an 
expert system team to create a 
prototype system2 to solve a simple 
problem. The team could include 
representatives from other areas 
within the firm, such as tax, and the 
prototype system could be demon­
strated to the entire staff to expose 
them to the technology. Neither the 
firm nor the expert system team 
should expect this exercise to 
culminate in a productive system. 
However, it will provide the team 
with the knowledge required to 
develop an expert system strategy for 
the firm.
2. What level of expertise should be 
required by each auditor?
Strategy: Auditors need only a 
limited understanding of expert 
systems. The expert system team is 
charged with the responsibility of 
maintaining a more advanced 
understanding of the technology.
Discussion: Each auditor should be 
able to identify potential applications 
within the audit process and the 
client’s operations and make a 
reasonable judgment as to whether a 
cost-effective expert system could be 
created. Auditors need not have a 
technical knowledge of expert 
systems any more than they need to 
know how to create complex spread­
sheet macro commands. If a client
An expert system strategy can be 
developed by formulating answers to 
the following questions. The strategy 
statements reflect the author’s 
recommendations based on knowl­
edge gained while creating a proto­
type expert system for audit risk 
decisions.
1. Is expert system technology 
appropriate for the firm?
Strategy: Postpone the use of 
expert systems until (1) the technol­
ogy becomes more sophisticated, 
and (2) the cost-effectiveness of 
expert systems is demonstrated 
through experience and research.
Discussion: Expert system technol­
ogy may ultimately be used by both 
auditors and their clients. However, 
current technology does not provide 
auditors with a cost-effective alterna­
tive to other decision aids. 
will benefit from an expert system, 
the firm can utilize a consultant to 
develop the system.
3. If expert system applications are 
identified, should the firm develop 
expert systems in-house or rely on 
vendor programs?
Strategy: Rely on quality vendor 
programs for practical applications.
Discussion: Expert systems 
developed in-house more closely 
parallel the knowledge of the firm's 
human expert. This assumes the firm 
has the expertise to create such 
sophisticated expert systems. In 
addition, the financial resources 
required to develop in-house systems 
are likely to be cost prohibitive.
Vendor programs, created by accoun­
tants rather than computer program­
mers, can provide auditors with 
functional expert systems at a known 
and significantly reduced cost. This 
strategy is contingent upon the 
ability of the vendor’s system to (1) 
produce decisions which are consis­
tent with the firm’s human expert 
and (2) allow changes to the system 
to reflect future changes in knowl­
edge and expertise.
Conclusion
For now, local accounting firms are 
advised to keep up to date with 
advances in expert systems technol­
ogy while taking a wait-and-see 
attitude. The reported benefits of 
expert systems at this time do not 
outweigh the significant costs of 
creating a system. Alternate and less 
expensive forms of decision aids are 
available.
Expert system technology is 
expected to advance significantly in 
the near future. Expert system teams 
can periodically evaluate these new 
technologies and, if appropriate, 
modify the firm’s strategy.
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Table 1
Reported Benefits of Expert Systems
Numerous benefits are typically associated with expert systems (ES). The following benefits are a compilation of 
those cited by the AICPA (1987), Bauer and Griffiths (1987), and McKee (1988). Each benefit is evaluated in relation 
to audit planning by local accounting firms to determine if the benefit provides a significant improvement over 
traditional methods.
Reported Benefit Implications Impact
Preservation of expertise
The knowledge of a firm’s human experts can be retained a 
protection against the loss of the knowledge due to the 
death or the resignation of the firm’s expert.
Local firms rely more heavily on a few experts than 
do national accounting firms and could suffer more 
if an expert left the company.
Significant
Distribution of expertise
The knowledge of the firm’s expert is available to the staff 
even if the human expert is unavailable or too expensive.
Local firm experts are more readily available for 
consultation with the audit staff than are the 
experts of national accounting firms.
Minimal
Pooled knowledge of experts
The ES can store the combined knowledge of several For both national accounting firms and local firms, None at this
human experts which, theoretically, can create a system 
which is more knowledgeable than any single human 
expert.
expert technology has yet to reach a level of 




An ES will make the same decision given the same input.
Quick decisions
Acting as a colleague, the ES provides the auditor 
with a second opinion. The local firm’s expert is 
more available to provide consistency.
Minimal
An ES is always available and can provide a “real-time” 
solution almost instantly after data are input into the system.
Repetitive decisions
An auditor in a national accounting firm can wait for 
hours, even days, to consult with the firm’s expert 
on planning issues. Local firm experts are more 
likely to be accessible to the audit staff.
Minimal
An expert system is not subject to making errors due to 
fatigue.
Assistance in quality control
Consistency does not imply accuracy. Improper 
planning can be corrected when the plan is 
approved or implemented.
Minimal
Audit plans would be developed consistent with the 
knowledge of the firm’s expert. Multi-partner and multi­
office firms have assurance that audit planning is consistent 
with a firm-wide philosophy.
Local firms with a limited number of partners can 




For difficult tasks, auditors can attain efficiencies by relying 
on the expert system as a substitute for the human expert. 
The expert is then free to pursue other tasks.
The hours devoted to plan the audit of the average 




Auditors can acquire the knowledge of the firm’s expert by 
using an expert system.
Audit staff of local firms have more opportunities to 




Expert systems may provide a more efficient method of 
providing additional experts.
Local firms rarely, if ever, require a significant 
number of additional experts. The cost of an ES 




ES technology provides a marketing advantage and can lead 
to consulting engagements.
An image of a technological innovator can assist a 
firm in expanding all segments of its practice.
Significant
Time efficiencies can increase profits or be passed on to 
improve client relations.
Small firms typically have a competitive fee 
advantage over national firms. A lack of significant 
benefits to local firms negates any possible 
competitive advantage among small firms.
Minimal
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Materiality Guidelines for 
Changes in Accounting 
Principles
By Charles Jordan, James Henderson, Gus Gordon
Materiality is an important concept to accountants. In 
audit planning, materiality levels are set for detecting errors 
and irregularities. Proposed audit adjustments to financial 
statements are made only if such adjustments are material. 
Footnote disclosures are written to include material items 
only. An auditor’s report is an attestation that, in the auditor’s 
opinion, the financial statements are free of any material 
omissions or misstatements. Accounting methods specified 
in authoritative pronouncements apply only if their effects 
are deemed material. Based on the pervasive use of the 
materiality concept by accountants, one might assume that 
materiality guidelines are well defined in the accounting 
literature. This, of course, is not the case — at least not in 
the United States. As Selley [1984, p. 9] notes, “the U.S. 
accounting profession has hesitated to go as far with respect 
to the quantification and rules of thumb as other professional 
bodies (i.e., Canada, United Kingdom, Australia, and New 
Zealand) have in their accounting pronouncements.”
Even though the Financial Accounting Standards Board 
(FASB) does not provide a general set of materiality guide­
lines, it does supply materiality levels for a few specific items. 
For example, Statement of Financial Accounting Standards 
(SFAS) No. 14 provides specific materiality guidelines for 
determining reportable business segments. Also, Account­
ing Principles Board (APB) Opinion No. 15 states that the 
reduction of earnings per share caused by potentially 
dilutive securities is not material if it is less than 3 percent in 
the aggregate. These specific-item materiality levels were 
established to provide consistency in the application of these 
accounting standards. If materiality guidelines improve the 
consistency of accounting information one wonders why 
they are not used on a larger scale.
In 1975, the FASB actually began investigating the 
possibility of developing general materiality criteria that 
could be used in various circumstances. The project started 
with the issuance of a Discussion Memorandum (DM), 
“Criteria for Determining Materiality.” Based on the 
profession’s response to the DM, however, the FASB 
concluded that general standards of materiality are not 
feasible. This opinion is expressed in the FASB’s Statement 
of Concepts No. 2 [1980, papa. 1311 where the Board states 
that its “present position is that no general standards of 
materiality could be formulated to take into account all the 
considerations that enter into experienced human judg­
ment.” The Board does provide a very general definition of 
materiality in Concept No. 2 [para. 132]. An item is deemed 
to be material if the correction or inclusion of the item in the 
financial statements would have a probable impact on a 
user’s judgment.
In the absence of authoritative materiality guidelines, 
which is most of the time, accountants often use their own 
rules of thumb. Even though the decision concerning 
materiality is situation specific and depends on many factors 
(including the nature of the item and size of the entity), rules 
of thumb such as the following are often used:
• 10%-15% of average net income after taxes for the three to 
five most recent years
• 5%-10% of the current year’s income from continuing 
operations before taxes
• .5%-2% of total revenue or total assets
• l%-2% of owners’ equity
One area where the concept of materiality has direct 
application is the disclosure of changes in accounting 
principles required by APB Opinion No. 20. The APB did not 
provide specific materiality guidelines for disclosing these 
changes. This article presents information on materiality 
levels practitioners are currently using in disclosing changes 
in accounting principles; these levels can be used as guide­
lines by accountants in applying APB Opinion No. 20.
Reporting Changes in Accounting Principles
APB Opinion No. 20 defines a change in accounting 
principle as a change from one generally accepted account­
ing principle to another generally accepted accounting 
principle. Usually, the cumulative effect of changing prin­
ciples is disclosed on the face of the income statement in the 
year of the change. However, this separate disclosure is 
required only if the effect of the change is material. Accord­
ing to the APB, disclosure is required:... If a change ... has 
a material effect on income before extraordinary items or on 
net income of the current period before the effect of the 
change ... [or] has a material effect on the trend of earnings
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... [APB Opinion No. 20, para. 38].
Thus, the APB did provide some 
general guidance by tying materiality 
to one of the following three bases: 
income before extraordinary items, 
net income before the effect of the 
change, or the trend of earnings. 
However, APB Opinion No. 20 did not 
establish a threshold for materiality. 
That is, no explicit quantitative 
guidelines, such as 10 percent of 
income before extraordinary items, 
were set by the pronouncement.
Therefore, an accountant is required 
to identify a material accounting 
change using a threshold set by 
individual judgment. While it is 
generally recognized that materiality 
judgments should not be restricted by 
rules of thumb, in a litigous society 
this recognition does not always 
provide enough comfort in difficult 
situations. In addition to providing 
accountants with added comfort with 
their decisions, such rules of thumb 
can increase the reliability of financial 
information by helping to ensure that 
different accountants will react the 
same way in similar situations. For 
these reasons, data were gathered and 
analyzed for the purpose of using the 
collective judgment of others to 
provide more direct guidance in 
applying APB Opinion No. 20.
Developing Materiality 
Guidelines
To determine the materiality levels 
currently being used for disclosing 
changes in accounting principles, the 
1988 year-end financial statements of 
all firms included in Moody’s Indus­
trial Index were examined. Of the 
approximately 1,800 firms examined, 
163 (9.1 percent) disclosed the 
cumulative effects of changes in 
principles on their income statements 
for the 1988 year-end.
Since APB Opinion No. 20 requires 
firms to make a separate disclosure of 
changes in principles only if such 
items are material, it was assumed that 
all amounts disclosed had been judged 
material by the firms’ accountants. If 
the amounts had been deemed 
immaterial, the changes in principles 
would not have been given separate 
disclosure on the face of the income 
statement.
To evaluate the materiality levels 
used by those firms that reported a 
change in principle, various materiality 
measures were examined for each 
firm. For each of the 163 firms, the 
following materiality bases were 
obtained:
1. Current year’s income before 
extraordinary items
2. Average income before extraordi­
nary items for the three most recent 
years
3. Current year’s income before the 





The first three measures were 
included because they were specifi­
cally mentioned in APB Opinion No. 
20. The last four measures are com­
monly used materiality bases and were 
included to provide a wider variety of 
materiality bases. The APB’s sug­
gested bases all centered around 
income; however, because of the 
potential volatility of income, accoun­
tants often use more stable bases (e.g., 
total assets) in making materiality 
decisions. Thus, data were collected 
on bases in addition to those specified 
by the APB.
The cumulative effect of the change 
in principle as a percentage of each of 
the above seven bases was computed 
for each firm in the sample. For each 
of the seven groups of percentages, a 
median was determined for the entire 
sample of firms. The median is simply 
the middle value in an array of items 
and, when dollar values are involved, is 
generally considered more representa­
tive of a group than is the mean. The 
mean can be unduly influenced by a 
few very large or small values; the 
median is affected very little by these 
extreme values. The medians for the 
seven materiality bases are shown in 
Table 1.
These medians provide surrogates 
Table 1
Median Materiality Levels for 
Changes in Principles
Change in Principle as a
Materiality Base ________________________ ________ Percentage of Base
Current year’s income before extraordinary items...................................... 18.83%
Average income before extraordinary
items for the three most recent years............................................................27.48%





for the materiality thresholds used by 
the group as a whole. Since firms 
disclose only the effects of changes in 
principles that are equal to or above 
their own materiality thresholds, the 
medians will be somewhat higher than 
the true materiality thresholds for the 
group (assuming such thresholds 
exist). Still, the median percentages 
provide an indication of the materiality 
levels disclosed by the profession as a 
whole.
APB Opinion No. 20 did indicate 
that a change might be deemed 
immaterial in the current year but still 
be disclosed because it is expected to 
have a material impact on future 
periods. The assumption was made in 
the present study that the majority of 
firms that disclosed changes in 
principles did so because of the impact 
on the current period. No attempt was 
made to identify those firms that might 
have disclosed changes for their 
expected future effects because it was 
felt the number of firms would be so 
small as to not effect significantly the 
medians for the current period.
Using the Materiality 
Guidelines
The medians displayed in Table 1 
are not intended to replace an 
accountant’s judgment. Obviously, 
many of the firms in the sample 
disclosed changes in principles at 
materiality levels well below the 
medians shown in Table 1. For 
example, the median percentage for 
income before extraordinary items 
was 18.83 percent with the low end of 
the range being 1.28 percent. The 
percentages for the other materiality 
bases also ranged widely and exhibited 
little clustering. Thus, there appears to 
be a great deal of inconsistency in the 
materiality judgments made in current
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Table 2
Median Materiality Levels for Changes in 
Principles with Groups Subdivided by Size
Change in Principle as 
a Percentage oe Base
Materiality Base________________ _______ Sales < $1 bil. Sales > $1 bil.
Current year’s income
before extraordinary items.............................. 21.53%.............................14.67%
Average income before extraordinary items 
for three most recent years............................27.63%...........................23.32%
Current year’s income before the effect 
of the change in principle...............................17.93%........................... 18.74%
Net sales.......................................................................77%................................59%
Net income.............................................................. 18.79%........................... 13.01%
Total assets...................................................................89%................................69%
Owners’ equity..........................................................2.31%.............................2.77%
practice. As summary measures for 
the entire group of firms, the median 
percentages in Table 1 provide a 
means of both improving the consis­
tency of materiality judgments as well 
as reducing the risk associated with 
such judgments.
For example, assume a firm has 
changed its method of depreciation for 
a certain class of assets. The firm’s 
accountant knows that this qualifies as 
a change in accounting principle but 
feels the cumulative effect of the 
change may not be material enough to 
warrant separate disclosure on the 
face of the income statement. The 
cumulative effect of the change is 8.5 
percent of the current year’s income 
before the effect of the change and .43 
percent of total assets. Table 1 shows 
that the median amounts for the 
sample companies are greater (i.e., 
18.60 percent and .86 percent for 
income before the effect of the change 
and total assets, respectively). 
Knowling this, the accountant might 
conclude that the effect of the firm’s 
change in principle is indeed immate­
rial and that separate disclosure is not 
required. Of course, the accountant 
might also wish to consider all the 
materiality bases before making the 
final decision. In this hypothetical case, 
the accountant actually makes the 
decision; the information in Table 1 
simply provides additional input for, 
and comfort with, the particular 
decision reached.
The risks or consequences of 
omitting a material item increase as 
the size of the firm increases. This is 
because more users rely on the 
financial statements of a larger firm. 
Thus, materiality levels for larger firms 
are often set at lower percentages than 
for smaller firms.
The sample in this project included 
firms of widely varying sizes; sales for 
the companies ranged from a low of 
$5.1 million to a high of $59.7 billion. 
To make the information on material­
ity levels more useful, the sample was 
divided into two subsamples using 
sales as the measure. Firms with sales 
of less than $1 billion were placed in 
one group while those with sales 
greater than or equal to $1 billion were 
placed in the other group. Any cutoff 
point would have been arbitrary; this 
particular one was chosen simply to 
isolate the truly large firms. This 
subdivision resulted in 113 companies 
in the group of smaller firms and 50 
companies in the group of larger firms. 
The median materiality thresholds for 
the two groups are shown in Table 2.
Table 2 reveals that materiality 
thresholds do tend to decrease as the 
size of the firm increases. For five of 
the seven materiality bases, the 
median materiality thresholds are 
lower for the group of large firms. For 
two bases, income before the effect of 
the change in principle and owners’ 
equity, the median materiality levels 
are lower for the group of small firms; 
however, the differences between the 
medians for these two bases are slight. 
Thus, overall, materiality levels seem 
to be set at lower levels for larger 
firms. Again, the thresholds in Table 2 
are not intended to replace profes­
sional judgment, but they do provide 
useful information for making material­
ity decisions concerning the disclosure 
of changes in accounting principles.
Summary and Conclusion
It is both the FASB’s and the 
profession’s belief that general 
quantitative guidelines applicable for 
various circumstances are not feasible. 
There are too many qualitative factors 
that enter into human judgment for 
such wide-ranging guidelines to be 
useful. However, rule of thumb 
materiality guidelines are often used in 
practice as one of the many factors that 
enter into individual materiality 
decisions.
One important area where accoun­
tants must make materiality judgments 
is in disclosing the effects of changes 
in accounting principles in accordance 
with APB Opinion No. 20. Since the 
authoritative pronouncements do not 
provide specific materiality levels in 
this area, accountants are “on their 
own.”
This article has provided materiality 
guidelines for disclosing changes in 
accounting principles based on 
amounts currently being disclosed in 
practice. The guidelines are not 
intended to replace an accountant’s 
judgment, but to improve the consis­
tency of financial reporting as well as 
provide the accountant with more 
comfort or satisfaction in the particular 
decision.
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By Janet L. Colbert, Richard H. Tabor and C. Wayne Alderman
Auditing topics usually receive coverage in the class­
room commensurate with their relative importance in the 
professional literature. There are some topic, however, 
that are emphasized within the auditing literature that do 
not receive similar coverage by auditing instructors. We 
believe one possible explanation for the lack of coverage 
in the classroom is the relative time and difficulty of 
assimilating good summary information and clear classifi­
cation schemes to present to the students.
For certain topics, the difficulty for the instructor is 
explained partially by the fact that the guidance provided 
by the professional standards has been introduced over a 
relatively long period of time. Therefore, information on 
some topics exists but is somewhat scattered throughout 
the literature. One example of such a topic is attest 
services other than audits of historical financial state­
ments, sometimes referred to as limited assurance 
engagements (LAEs).1
Because LAEs are not dealt with extensively in text­
books and because the guidance for attestation services is 
interspersed in the professional literature, accounting 
faculty often have difficulty extracting pertinent informa­
tion when instructing students in this important area. The 
primary objective of this paper is to classify and offer 
summaries of 15 LAEs that relate to the attest engage­
ments of historical financial information. We have identi­
fied these 15 LAEs within the professional literature; these 
summaries should aid instructors in organizing and 
presenting these topics and also facilitate the learning 
process for students.2
Diverse Types of Engagements
In the performance of an audit — regardless of the size, 
complexity, industry, or nature of a client — the accoun­
tant gathers sufficient, competent evidential matter to 
form an opinion on the historical financial statements 
taken as a whole. When performing LAEs, the tasks are 
much more diverse. For example, accountants may report 
on financial information presented in a prescribed form, 
review interim financial statements of public entities, or 
report on supplementary information accompanying 
audited statements.
To facilitate the study of the LAEs, we have listed them 
in Table I. The LAEs are ranked generally from most 
assurance to least assurance.
Basic Concepts of Audits and LAEs
In examining LAEs, we identified three basic concepts 
that provide distinctions among the types of engagements. 
These are 1) the nature of the engagement, which broadly 
defines the accountant’s association and responsibility for 
the financial information; 2) the engagement require­
ments, which delineate performance standards for the 
accountant; and 3) the type of report, which indicates the 
level of assurance provided by the accountant.
1The term “limited assurance engagements” is employed here because 
of its standard use in the profession to represent the engagements 
covered in this paper. However, note that not all LAEs technically 
provide limited assurance. Some LAEs result in negative assurance 
(e.g., Consideration of Compliance with Contractual Agreements or 
Regulatory Requirements), some result in a disclaimer of an opinion 
(e.g., Applying Agreed-Upon Procedures) and some provide positive 
assurance (e.g., Condensed Financial Statements).
2Other LAE engagements which are not covered in this article relate to 
reviews and compilations, internal control, prospective financial 
information, proforma statements, personal financial plans, and 
unaudited financial statements of public entities.
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Nature of the Engagement
In performing audit services, the 
accountant has a clearly defined 
association with the client’s financial 
statements and a fairly clear under­
standing of the responsibilities that 
go with that association. The respon­
sibilities that result from association 
with financial information of LAE 
clients are not clear. For some LAE 
services, the accountant has respon­
sibilities much like those for the 
audit, while for others the responsi­
bilities are less than an audit. Respon­
sibilities can be very similar when 
the accountant has performed an 
audit and the LAE involves providing 
an additional service beyond that 
audit. For example, when other 
information is presented in a docu­
ment containing audited financial 
statements, the accountant searches 
the other information for material 
inconsistencies with the financial 
statements. Alternatively, applying 
agreed-upon procedures to one or 
more specified elements, accounts, 
or items does not indicate a close 
association. The accountant and the 
client reach a clear understanding of 
the procedures to be performed in 
the specific area, and no attempt is 
made to form an opinion on the 
financial statements taken as a whole.
Engagement Requirements
An audit of financial statements 
involves time-consuming, extensive 
procedures to gather the information 
necessary for an opinion. The 
accountant also must maintain 
independence from the client. The 
engagement requirements for the 
accountant performing a particular 
LAE are not typically so broad. For 
example, in reviewing the financial 
statements of a nonpublic entity, the 
accountant is only required to make 
inquiries and perform analytical 
procedures. Also, when compiling 
financial statements, the accountant 
is not required to be independent of 
the client.
Type of Report
For the audit engagement in which 
the financial statements are in 
conformity with generally accepted 
accounting principles, the standard 
three-paragraph report from SAS No. 
58, Reports on Audited Financial 
Statements, is issued. The accountant 
provides positive assurance to the 
user by giving an opinion that the 
financial statements are fairly stated 
in conformity with GAAP.3
3The audit may also result in a qualified 
opinion, an adverse opinion, or a disclaimer 
of opinion.
In contrast to the standard report 
issued for an audit, reports on LAEs 
are quite diverse. In fact, for some 
LAEs, such as reviewing interim 
information that is included in a 
footnote to the annual financial 
statements of a public entity, no 
report is issued. Other LAEs may 
result in a disclaimer, negative 
assurance, both a disclaimer and 
negative assurance, or a disclaimer 
and negative assurance as well as the 
accountant’s findings.
Types of LAEs
Thirteen of the 15 LAEs relate to 
audits of historical financial state­
ments (all except numbers 13 and 14 
in the Table). In these engagements, 
the accountant performs the audit 
and is asked to provide additional 
services beyond the audit. As a 
result, the accountant is closely 
associated with the client and has 
significant knowledge concerning the 
client’s financial information. While 
the required procedures vary among 
the LAEs related to audited financial 
statements, the accountant either 
reads the information being attested 
to, makes inquiries and applies 
analytical procedures, or does both.
These LAEs differ greatly, how­
ever, in other respects. In the level of 
assurance provided, five different 
types of reports are possible: positive 
assurance, negative assurance, 
negative assurance and a disclaimer, 
a report dependent on the require­
ments of the engagement, or excep­
tion reporting. The 13 LAEs also 
differ with regard to the information 
for which they apply. One LAE in this 
category applies to selected financial 
data derived from the audited 
financial statements while several 
LAEs are much broader and encom­
pass the entire set of financial 
statements.
LAE numbers 13 and 14 are similar 
in that both relate to applying agreed- 
upon procedures. LAE 13 deals with 
applying agreed-upon procedures to 
the financial statements, similar to 
those performed in connection with 
preparing a letter for underwriters. 
LAE 14 covers applying agreed-upon 
procedures to specified elements 
accounts, or items of a financial 
statement. The client and the accoun­
tant reach an understanding as to the 
procedures to be performed. Both 
LAE 13 and 14 result in a disclaimer 
and negative assurance; for LAE 14, 
findings are also reported.
Conclusion
This paper summarizes and 
organizes the 15 identified LAEs 
related to attest engagements of 
historical financial information. While 
some similarities are apparent, the 
LAEs differ in several dimensions. 
The broad area of LAEs offers the 
accounting profession many opportu­
nities to provide client services that 
extend beyond the traditional audit 
service. However, instructors and 
students, who represent the future of 
the accounting profession, should 
understand both the opportunities 
and the responsibilities associated 
with LAEs.
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Type of Engagement Source
Table 1 
Limited Assurance Engagements
Type of ReportNature of the Engagement ENGAGEMENT ReQuiREMENtS
1. Review of Interim 
Financial Information 




Accountant is to determine 
if material modifications 
are needed to be in confor­
mity with GAAP
Perform primarily 
inquiries and analytical 
procedures.
Exception reporting; the 
auditor modifies the report 
if the interim information is 
not in conformity with 
GAAP.
2. Association with 
Financial Information 
Presented in Pre­




Issuance of audit report to 
adhere to printed forms or 
schedules of various bodies 
to whom the client reports.
Determine if the report 
is acceptable, can be 
made acceptable by 
revision, or attach a 
separate report.
Dependent on require­
ments of the prescribed 
forms.
3. Association with 
Supplementary Infor­




Accountant is engaged to 
audit the F/S. Accountant 
is to determine if supple­
mentary information is 
deficient or omitted.
Inquire of management 
and review the supple­
mentary information. 
Compare for consis­
tency. Apply additional 
procedures as neces­
sary.
The audit report is ordi­
narily not amended, 
although a separate 
explanatory paragraph or a 
disclaimer on the supple­
mentary information may 
be added.
4. Consideration of 





Consider whether other 
information is materially 
inconsistent with the F/S.
(a) Read the other 
information.
(b) If there is a material 
misstatement of fact, 
discuss with the client.
Exception reporting; the 
auditor adds an explana­
tory paragraph if other 
information is materially 
inconsistent with the F/S.
5. Reporting on F/S 
Prepared on Compre­




Adherence to GAAS in 
reporting on F/S prepared 
on one of the bases of 
accounting presented in 
paragraph 4 of SAS 62 
(such as cash basis or tax 
basis).
(a) Determine if F/S 
are presented fairly in 
conformity with the 
basis of accounting 
described.
(b) Determine that 
each F/S is suitably 
titled.
Positive assurance, with a 
separate paragraph which 
states that the F/S are 
presented on a comprehen­
sive basis of accounting 
other than GAAP
6. Reporting on Infor­
mation Accompanying 




Same objective as an audit 
report on the basic F/S.
(a) Possibly modify or 
redirect procedures to 
be applied in audit of 
F/S.
(b) Report on all the 
information.
Positive assurance, in 
separate paragraph or 
separate report.




Condensed F/S are derived 
from the audited F/S of a 
public entity subject to a 
regulatory agency.
Indicate that the 
condensed F/S do not 
contain all disclosures 
necessary for complete 
statements.
Positive assurance, with 
the report indicating that 
the auditor expresses an 
opinion on the complete 
F/S.




Selected financial data are 
derived from the audited 
F/S and are presented in a 
document containing the 
audited F/S.
Determine if the 
selected data are fairly 
stated in relation to the 
complete F/S.
Positive assurance, with 
report indicating that the 
auditor has expressed an 
opinion on the complete 
F/S.
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Type of Engagement Source
Table 1 (Cont.) 
Limited Assurance Engagements
Type of ReportNature of the Engagement Engagement Requirements





Report on financial 
presentation which 
does not constitute a 
complete presentation 
of the entity’s F/S 
(contracts or regula­
tory provisions).
Examine, on a test basis, 
evidence supporting the 
special-purpose financial 
presentations.
Positive assurance, with 
report indicating that an 
audit of the complete 
F/S was performed.
10. Report on Specified 
Elements, Accounts, or 
Items of a F/S
SAS 62
AU 623
May be performed as 
a separate engage­
ment or in conjunction 
with an audit of the 
financial statements.
Examine, on a test basis, 









Examination of F/S 
and schedules con­
tained in registration 
statements filed with 
the SEC under the 
Securities Act of 1934.
Accountant should 
suggest to the under­
writer that they meet 
together with the client 
to discuss the procedures 
to be followed.
(a) Positive assurance 
with respect to the 
audited F/S being in 
compliance in all mate­
rial respects with the 
Act.
(b) Negative assurance 
with respect to un­
audited condensed 
interim F/S.





Accountant is to 
determine if modifica­
tions are needed in 
order for the F/S to be 
in conformity with 
GAAP.
Perform primarily 
inquiries and analytical 
procedures.
Negative assurance and 
disclaimer, with possible 
modifications of review 
report.
13. Applying Agreed- 






procedures to the 
unaudited F/S similar 
to those performed for 
a letter for under­
writers, in connection 
with a proposed 
acquisition.
Perform the engagement 
under the guidelines of 
Comfort Letters for 
Underwriters, SAS 49 
(AU 634).
Disclaimer and negative 
assurance.
14. Applying Agreed- 







procedures to one or 
more specified 
elements, accounts, or 
items.
(a) The parties involved 
must have a clear 
understanding of the 
procedures to be per­
formed.
(b) Distribution is 
restricted to the parties 
named in the report.
Disclaimer, negative 
assurance, and findings.
15. Consideration of 
Compliance with 
Contractual Agree­




Clients may be 
required by bond 
indenture, loan 
agreements, or 
regulatory agencies to 
furnish compliance 
reports.
Specify that the compli­
ance report is being 
made in connection with 
an audit.
Negative assurance in 
separate report or 
separate paragraph in 
audit report.
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Dilution or Delusion: 
A Bias in the Common 
Stock Equivalence Test
By Lola Woodard Dudley
Abstract
This study of the effect of convertible bonds on 133 
primary earnings per share computations found that, 
contrary to expectations, non-common stock equivalents 
are more likely to be dilutive than common stock equiva­
lents. If the FASB is unwilling to discard the common 
stock equivalence test, perhaps it should consider revers­
ing it; that is, including non-common stock equivalents in 
primary earnings per share and excluding common stock 
equivalents.
Introduction
According to the requirements of APB 15, firms which 
have potentially dilutive securities in their capital struc­
ture must present two earnings per share figures, primary 
and fully diluted. Primary earnings per share includes 
both common shares actually outstanding and common 
stock equivalents. Fully diluted earnings per share 
includes all securities which would decrease earnings per 
share if converted or exercised, whether they are com­
mon stock equivalents or not. Equivalence is determined 
by the “common stock equivalence test.” Under this test, 
convertibles are common stock equivalents if, at issuance, 
their effective yield is less than two-thirds of the Aa 
corporate bond rate (APB 15; FASB 55; FASB 85).
Although primary earnings per share and fully diluted 
earnings per share are given equal prominence on the 
financial statements, primary earnings per share is 
generally considered to be the more important of the two 
(Boyer and Gibson, 1979). Financial services, such as 
Moody’s and Value Line, report only primary earnings per 
share, and users of financial statements tend to focus on 
primary earnings per share. This is understandable in 
light of the APB’s statement that common stock equiva­
lents are included because they are common stock in 
substance, although not in form (APB 15, para.25). The 
implication is that primary earnings per share includes 
those securities which are more like common stock in 
substance than are other dilutive securities. This has 
generally been interpreted to mean that common stock 
equivalents are more likely to be converted or that their 
conversion is more imminent than non-common stock 
equivalents (Frank and Weygandt, 1970). Accordingly, 
primary earnings per share should be more predictive of 
future earnings per share and more useful for investment 
and credit decisions.
Studies (Frank and Weygandt, 1970; Hofstedt and West, 
1971; Fulmer and Moon, 1984; Dudley, 1986) have shown, 
however, that the common stock equivalence test does not 
accurately predict conversion of convertible bonds. These 
studies found that common stock equivalents were no 
more likely to be converted than non-common stock 
equivalents. They also indicate that the common stock 
equivalence test is biased against common stock equiva­
lence; that is, the test is structured so that convertible 
securities are unlikely to pass the test.
Other research (Sterner, 1983; Dudley, 1985, 1986) has 
suggested that the lack of predictive ability and bias in the 
common stock equivalence test could cause primary 
earnings per share to be misleading and of doubtful 
usefulness in assessing the effects of potentially dilutive 
securities on earnings per share.
These shortcoming in primary earnings per share have 
led many to propose discontinuance of primary earnings 
per share and reporting of simple earnings per share 
along with fully diluted earnings per share. Others have 
argued for replacing the present common stock equiva­
lence test with a more useful one. Studies have shown that 
a test based on a bond’s conversion value/call price ratio 
(Frank and Weygandt, 1971) or on its market price/
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Figure 1 
Common Stock Equivalence and Dilution 
Materiality = 3%
conversion value ratio (Arnold and 
Humann, 1973) would be preferable. 
Use of the option pricing model also 
might improve earnings per share 
reporting (King, 1984). While 
primary earnings per share reporting 
has been strongly criticized and 
alternatives to it have been sug­
gested, no previous work has deter­
mined the actual effect of problems 
with the common stock equivalence 
test on the reporting of earnings per 
share.
Since financial statement 
users rely heavily on 
primary earnings per 
share, these distortions 
can be very damaging.
This paper reports on the distor­
tions in primary earnings per share 
caused by the common stock equiva­
lence test for a group of firms with 
outstanding convertible bonds. Since 
financial statement users rely heavily 
on primary earnings per share, these 
distortions can be very damaging. 
The fact two earnings per share 
figures are reported does not lessen 
the damage because apparently fully 
diluted earnings per share is largely 
ignored (Boyer and Gibson, 1979).
Methodology
To analyze the effect of a common 
stock equivalence test on primary 
earnings per share, a study was done 
on 82 convertible bonds listed in 
Moody’s Bond Survey as issued 
during the years 1976-1980. The 
length of this period ensured that 
sufficient time had elapsed since 
issuance to permit substantial 
conversion to take place.
The first step in the analysis was 
the determination of common stock 
equivalence for each security, as 
specified by FASB 85. Each security 
was then traced until January 1, 1988, 
to determine the amount of conver­
sion that had taken place. The data to 
make this determination were 
obtained from Moody’s Bond Record, 
Moody’s Manuals, and the Wall 
Street Journal.
For all firms with 100% converted 
securities, two earnings per share 
figures were calculated for each year 
the bonds were outstanding. A 
“simple earnings per share” figure, 
based on reported net income and 
common shares outstanding, was 
found for each year the bonds were 
outstanding. Next, a “diluted earn­
ings per share” figure was calculated 
based on the assumption that the 
bonds were converted at the begin­
ning of the year (or at issuance if 
later).
These calculations followed the “if 
converted” procedure outlined in 
APB 15 whereby the interest on 
convertible bonds, net of tax, is 
added to the firm’s net income and 
the number of shares the bonds are 
convertible into is added to actual 
common shares outstanding. Ad­
justed net income is then divided by 
adjusted shares to arrive at “diluted 
earnings per share.”
For common stock equivalents, the 
primary earnings per share figure 
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reported in the income statement 
would be diluted earnings per share. 
For non-common stock equivalents, 
primary earnings per share would be 
equal to simple earnings per share. 
Differences between the pairs of 
simple earnings per share and 
diluted earnings per share figures 
were analyzed for disparities between 
common stock equivalents and non­
common stock equivalents.
Data Analysis
By January 1, 1988, 44 (54%) of the 
82 bond issues had been completely 
converted. All 44 issues, therefore, 
eventually would have diluted 
earnings per share. For the 12 firms 
whose bonds were commons stock 
equivalents, primary earnings per 
share would be equal to diluted 
earnings per share. Primary earn­
ings per share for the 32 firms with 
non-common stock equivalents, 
however, would be simple earnings 
per share. While the non-common 
stock equivalent issues were out­
standing, 96 primary earnings per 
share figures would have been 
reported for these firms, figures 
excluding the dilutive effects of the 
non-common stock equivalent bonds. 
Of the 96 figures, 84 would have been 
reduced had the dilutive effect of the 
bonds been included; this eventual 
dilution of earnings per share was 
not reflected in primary earnings per 
share in 87.5% of the cases.
Dilution and Common 
Stock Equivalence
Is there a valid reason for making 
this distinction between common 
stock equivalents and non-common 
stock equivalents? Common stock 
equivalents are no more likely to be 
converted than non-common stock 
equivalents, but the test could still be 
useful if the differences between 
simple earnings per share and 
diluted earnings per share were 
greater for common stock equiva­
lents than for non-common stock 
equivalents. In order to analyze this, 
the 133 pairs of earnings per share 
figures (37 for commons stock 
equivalents, 96 for non-common 
stock equivalents) were examined 
using the T-Test for Paired Observa­
tions. For non-common stock equiva­
lents, the differences (mean = 6.2%) 
were statistically significant (.05 
level); for common stock equivalents, 
however, the differences (mean = 
4.0%) were not significant. (The 
Wilcoxon Signed Rank Test yielded 
the same result.) This suggests that 
common stock equivalents are no 
more dilutive than non-common 
stock equivalents; in fact, they 
actually may be less dilutive.
Are common stock equivalents 
more likely to be materially dilutive 
than non-common stock equivalents? 
The observations were classified as 
“materially dilutive” (3% or more) or 
“not materially dilutive” (less than 
3%), as defined by the FASB (Figure 
1). The non-common stock equiva­
lents were materially dilutive more 
often than the common stock equiva­
lents. While these differences were 
not statistically significant, using the 
Chi-Square Independence of Classifi­
cation Test at the .05 level of signifi­
cance, they indicated that the 
common stock equivalence test may 
Figure 2 
Common Stock Equivalence and Dilution 
Materiality = 4%
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result in the inelusion of the least 
dilutive securities in primary earn­
ings per share and the exclusion of 
the most dilutive ones.
These findings raised questions 
about the relevance of the FASB’s 3% 
threshold for materiality. This 
threshold appears to be completely 
arbitrary, with no practical or theo­
retical basis provided to support this 
particular cutoff point. When the 
definition of materiality was changed 
to dilution of 4% or more, the results 
were startling (Figure 2). The non­
common stock equivalents were 
significantly (.05 level) more likely to 
be materially dilutive than the 
common stock equivalents. Using 5% 
and 10% thresholds for materiality 
provided the same results as those 
obtained from a 4% cutoff.
Conclusions
Even if common and non-common 
stock equivalents were equally 
dilutive, the common stock equiva­
lence test still would tend to overstate 
primary earnings per share because 
convertible bonds are likely to fail 
the test; therefore, their dilutive 
effect is not included in primary 
earnings per share. This is sufficient 
to warrant discontinuance of the 
common stock equivalence test as 
useless. The potential for distortion, 
however, makes the test worse than 
useless.
The non-common stock equiva­
lents were actually more dilutive than 
the common stock equivalents and, 
when a 4% materiality threshold was 
used, non-common stock equivalents 
were significantly more likely to be 
materially dilutive than were com­
mon stock equivalents. Therefore, 
the common stock equivalence test is 
excluding the most dilutive securities 
from primary earnings per share, 
while including the least dilutive 
ones. To call this simply useless is 
inadequate; these figures are, in fact, 
completely contrary to expectations, 
misleading, and possibly injurious to 
financial statement users.
Primary earnings per share 
computations are extremely complex 
and, one would assume, costly to 
perform; yet, the resulting figures 
are of no benefit to users of financial 
statements. Considering the criti-
This FASB has been 
advised to discard the 
common stock equivalence 
test or replace it with a 
more useful test many 
times before, however, 
and it has shown no 
inclination to do either.
cisms that are leveled against the 
FASB for requiring costly procedures 
that do not enhance the usefulness of 
financial statements (Berton, 1989), 
the Board should not continue to 
ignore the problems inherent in the 
common stock equivalence test.
The FASB could have firms report 
only simple earnings per share and 
fully diluted earnings per share. If 
additional information were pre­
sented about convertible bonds 
issues, users could draw their own 
conclusions about common stock 
equivalence and compute a “primary 
earnings per share” for themselves, if 
desired.
Another possibility would be for 
the FASB to replace the present 
common stock equivalence test with 
a more useful one, such as a bond’s 
conversion value/call price ratio or 
on its market price/conversion value 
ratio. The option pricing model also 
has the potential for improving the 
reporting of earnings per share. 
While its application to earnings per 
share has not been fully developed, a 
recent study (King, 1984) suggests 
that it, too, could improve reporting 
in this area.
This FASB has been advised to 
discard the common stock equiva­
lence test or replace it with a more 
useful test many times before, 
however, and it has shown no 
inclination to do either. In light of the 
findings of this study, perhaps the 
Board should consider reversing the 
test. That is, those securities that 
meet the common stock equivalence 
test should be excluded from pri­
mary earnings per share and those 
that fail it should be included. While 
this would not improve the relation­
ship between common stock equiva­
lence and eventual conversion, at 
least primary earnings per share 
would be more likely to include the 
most dilutive securities than does the 
current method.
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“The numbers should speak for themselves.”
But they often don’t. And the responsibility for explaining 
their importance falls on accountants — professionals who 
have spent most of their training on financial and business 
analysis, not on building good communications skills.
The problem is intensified by a simple reality of life in the 
accounting profession. From the day you start work, you’re 
expected to hit the ground running and maintain a high level 
of productivity. Again, this leaves very little room for 
additional skills development.
But good communications skills can truly make or break 
your career. That’s because these skills define your ability to 
take data and turn it into the information that management 
needs to make smart decisions.
If you want to be perceived as a true counselor and not 
“just a numbers person,” you will need to become a 
persuasive communicator — someone who presents words, 
numbers and ideas in a way that moves people to action.
The key steps to becoming a successful and persuasive 
communicator begin with an understanding of the factors 
that help you lay out the “blueprint” for anything you 
communicate. Doing this work before you begin writing is a 
critical part of the communications process.
Here are three major points to keep in mind:
1) Determine your objective.
Just as you “manage by objective,” so you should 
communicate by objective. You must determine why you’re 
writing a particular memo, letter, report or presentation. 
Typical communications goals include:
• clarifying a particular project’s objectives — and in the 
process, defining the workgroup’s roles, responsibilities 
and deadlines
• informing your supervisor about the status of a particular 
project (e.g., an update on an audit)
• providing senior management with a summary of your 
findings and recommendations (e.g., a new way to finance 
a debt)
It’s usually best to limit each communication to a single 
objective. This way both you and your audience will remain 
focused.
2) Action is everything.
Business communications must be action-oriented. No 
matter what your objective, audience or situation, everyone 
reading what you write or listening to your presentation will 
have one major question: What do we do now?
Your communications must anticipate and answer this 
question. Effective communications provide management 
not only with information, but with specific 
recommendations — and preliminary ideas for putting them 
into action.
3) Speak to the needs of your audience.
The world of accounting is a language unto itself. In many 
ways, accounting professionals are translators who interpret 
the language of numbers into understandable information.
But not everyone requires the same level of inter­
pretation. Every communication should begin with a 
succinct summary that states its purpose and your 
recommended plan of action. As Winston Churchill said in 
the early stages of World War II, “Pray state this day, on one 
side of a paper, how the Royal Navy is being adapted to meet 
the conditions of modern warfare.”
Additional details should be provided to meet the 
information needs of a specific audience. Your colleagues, 
for example, will be interested in the specific details of a debt 
restructuring plan. As accounting professionals, they can 
both appreciate and learn from the steps you took to reach a 
particular conclusion. Still, even communications to fellow 
accountants should follow through on that one objective and 
be presented as concisely as possible.
Senior management usually prefers an “executive 
summary” of key facts and implications. Accounting is one 
of many departments providing them with information 
necessary for running the company. Management’s interest 
is less in the “numbers" and more on “bottom line” 
implications or recommendations.
If you follow these general guidelines, projects that seem 
daunting on the surface will quickly become more sharply 
focused. Your ability to think about business strategically will 
also improve as you learn to harness the myriad details of 
your work in a way that both accounting professionals and
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Book Reviewmanagement will value.You may seek technical advice on 
how to improve your communications 
skills. Many accounting firms and 
corporations offer courses in this area. 
Virtually every college or adult 
education program offers evening and 
weekend classes which your employer 
might be willing to subsidize.
A good writing course will help your 
organize your thoughts into a logical 
progression that’s easy for readers to 
follow. It will also show you some good 
“limbering up” exercises to help you 
get started, and teach you to express 
yourself succinctly.
Our research shows that verbal 
skills are becoming more important 
than ever. Organizations such as 
Toastmasters and Dale Carnegie are 
good for teaching you how to get in 
front of an audience and talk about 
virtually any topic. This is an excellent 
way to become comfortable speaking 
in public — a situation which is one of 
the more common fears. Other 
courses are designed specifically to 
teach you how to prepare and deliver 
business presentations with slides and 
overhead transparencies.
As you build your communications 
skills, keep in mind that you don't need 
to become a comedian, advertising 
copywriter or poet. People do not 
expect to be entertained by accounting 
professionals. They come for the 
precise information and counsel that 
are the hallmarks of the profession.
Clear communication is merely an 
extension of clear thinking. When it 
comes to career advancement, those 
rare accountants who take the time to 
master this skill will find that the sky’s 
the limit.
Max Messmer is chairman and CEO of 
Robert Half International Inc. Its Robert 
Half and Accountemps divisions specialize 
in permanent and temporary placement of 
accounting, bookkeeping, financial and 
information systems professionals. The 
company has 160 offices worldwide.
Competing 
Against Time:
How Time-Based Competition is 
Reshaping Global Markets
By George Stalk, Jr. & Thomas M. Hout, The Free Press, A Division of 
Macmillan, Inc., New York
Length: 285 pages, Copyright: 1990, Price: $24.95
Reviewed by Harriet Farney, Ph.D., CMA, Hartford, CT
By refocusing their attention from cost competition to time competition, the early 
innovators are, literally, running circles around their slower competition. These 
time-based competitors are offering a greater variety of products, at lower costs, 
and in less time than their rivals. George Stalk, Jr., a vice-president and director of 
The Boston Consulting Group in Chicago and Thomas Hout, a vice-president of 
The Boston Consulting Group in Boston explain the details of this new competitive 
strategy and provide illustrations from business.
Innovations in competitive strategy have life cycles of ten to fifteen years, with 
each innovation followed by major shifts in industries. During the 1960’s, business 
made major insights into cost behavior such as the use of experience curve 
strategies. The 1970’s saw business organization changing from functional struc­
tures to being organized as into profit centers. Also seen were the portfolio strate­
gies of handling “cash cows,” “dogs,” “question marks,” and “stars.” The 1980’s 
were a time of leveraged buyouts and strategic use of debt. Also starting in the 
1980’s, leading Japanese companies and some small North American and Euro­
pean companies demonstrated the power of two new dimensions of competitive 
advantage: low-cost variety and fast response time (the JIT philosophy).
Stalk and Hout take time-based strategy beyond the factory floor to application in 
the service operations of both manufacturers and service providers. They conclude 
that virtually all businesses can use time as a competitive weapon. For example, 
Toyota Motor Manufacturing had become so flexible that they could build a car in 
less than two days; however, their Toyota Motor Sales Company was still taking an 
additional 15 to 26 days to deliver the car to the consumer. A merger of the two 
companies in 1981 led to a complete change in Toyota’s distribution system and a 
50% reduction in sales and distribution time.
Although there are a number of valuable ideas for competing in the 1990’s in this 
book which could help the CPA in management advisory services, the manage­
ment accountant, or the management accounting professor, a good portion of the 
book reiterates what has been published in the past few years on JIT and World 
Class business packaged in a slightly different way.
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Assignment: CPAs
A Source for Solutions
Go To The Source. The smart accountant does every time 
an AICPA technical service is called upon, or when an au­
thoritative pronouncement is needed to settle a dispute.
The American Institute of Certified Public Accountants is in 
the business of solutions. An entire profession looks to us 
to fill a need for information, representation and answers. It 
is quite possible that we could also be your solution.
Talented 4-6 year professionals will be given the opportuni­
ty to experience the theory behind the practice; the chance 
to be involved in new and innovative concepts in Quality 
Review, CPE, Examinations, Ethics and Technical 
Information — all geared toward creating a positive impact 
on the profession.
If you are a technically skilled CPA seeking new direction, 
we can put you at the pulse of the industry. In return for 
your efforts, we offer competitive remuneration including 
excellent benefits. Please send your resume and salary re­
quirements in confidence to: Recruiting Administrator, 
Human Resources, Dept-WCPA
AICPA American Institute of Certified Public Accountants
1211 Avenue of the Americas 
New York, NY 10036
An equal opportunity employer
